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NOTICE TO READERS
This Audit Risk Alert is intended to provide auditors of financial 
statements of high-technology businesses with an overview of recent 
economic, industry, regulatory, and professional developments that may 
affect the audits they perform. This document has been prepared by the 
AICPA staff. It has not been approved, disapproved, or otherwise acted on 
by a senior technical committee of the AICPA.
George Dietz 
Technical Manager,
Accounting and Auditing Publications
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High-Technology 
Industry Developments—1996/97
Industry and Economic Developments
After several consecutive years of high growth rates in both earnings 
and stock price, high-technology enterprises are showing signs of more 
moderate patterns of earnings growth along with increased stock price 
volatility. To begin the year, investors sold off stocks in certain high- 
technology sectors, such as Internet-related entities and semiconductor 
manufacturers, that were perceived as being overpriced. However, 
soon after January's sell-off, high-technology stocks began to rebound, 
showing a gain of 21 percent by midyear. Then, in July, following 
lower-than-expected earnings reports from two major high-technology 
companies—both considered industry bellwethers—a key high-tech­
nology stock index dropped almost 20 percent from its high point in 
June. Although some suggest that these events presage fundamental 
changes in the economics of the industry, the consensus is that the 
industry's performance this year does not necessarily signal an end to 
the technology boom.
This year's earnings decline has generally been attributed to— 12
1. The aftermath of last year's "over-enthusiasm" for anything re­
lated to high technology (evidence of this could be found in the 
significant initial public-offering activity of high-technology star­
tups). In some cases those optimistic expectations of continued 
high-earnings growth led production to outpace demand, thus 
bloating inventories and reducing profit margins. As such, in 
planning this year's engagements, auditors should consider the 
increased level of audit risk associated with inventory valuation 
and revenue recognition. These matters are addressed in the 
"Audit Issues and Developments" section of this Audit Risk 
Alert.
2. A ripple effect attributable in large part to a decline in demand for 
personal computers in the corporate, small business, and home 
markets. This decline has had a pervasive impact throughout the 
industry on entities whose operations relate to components (for 
example, semiconductors), peripherals (for example, CD-ROM 
players), and software (systems and applications programs) for 
personal computers.
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3. Excess capacity. After several years of cautious plant expansion, 
semiconductor manufacturers put into operation more than forty 
new production facilities in the fourth quarter of 1995. The result­
ing overproduction is expected to drive down current revenues 
by 9 percent—after a 42 percent increase in the prior year. Excess 
capacity and downward revenue trends may call into question 
the recoverability of the carrying amount of certain long-lived as­
sets. The "Impairment of Long-Lived Assets" section of this Audit 
Risk Alert addresses this issue from the auditor's perspective.
Despite these circumstances, continued revenue growth is expected 
for 1996, but at a more moderate pace. This projection is based on the 
premise that although certain market segments of the industry (for 
example, personal computers and cellular communications) appear to 
be maturing and consequently profit growth, while still generally 
healthy, will slow from rapid to incremental, new areas of high growth 
are emerging. Examples include computer hardware and software for 
linking networks as well as electronic commerce on the Internet.
The Internet is expected to be the next major medium of communica­
tion and will likely have a significant impact on many segments of the 
high-technology industry. Internet usage currently is expanding at a 
rate of approximately 15 percent to 20 percent a month and is expected 
to grow rapidly for the rest of the decade. And, while Internet-related 
software (that is, programs that provide access to the Internet, allow 
users to browse the world-wide-web, or create firewalls that protect 
corporate data) currently accounts for less than 1 percent of the $100 
billion global software market industry, analysts see an enormous po­
tential for growth. Some predict annual growth as high as 100 percent, 
with $4 billion in projected software sales revenues by the year 2000. 
This expansion will offset slow growth in other software categories 
such as mainframe software.1 The rush to cater to potential Internet 
customers is expected to serve as a catalyst for reorganization and in­
ternal as well as external expansion by high-technology enterprises. 
Some of the concerns related to these activities are discussed in the 
"Accounting Issues and Developments" section of this Audit Risk 
Alert under "Restructurings."
The demand for Internet-related services has generated an increase 
in the number of start-up enterprises involved in the development of 
software to gain access to, or browse, the Internet. In these circum­
stances, auditors should consider whether the guidance set forth in 
Financial Accounting Standards Board (FASB) Statement No. 7, Ac- 1
1 The mainframe software market is expected to grow at less than 2 percent 
annually through the end of the century as corporations downsize their computer 
operations from main frames to network servers.
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counting and Reporting by Development Stage Enterprises (FASB, Current 
Text, vol. 2, sec. De4), is being properly applied by the client. Develop­
ment-stage enterprises also present auditors with unique risks. In de­
veloping an audit strategy, assessing risk, and designing substantive 
procedures, auditors should consider factors such as the entity's—
• Dependence on a limited product line or service.
• Dependence on a limited number of suppliers, customers, or fi­
nancing sources.
• Credit arrangements imposing restrictive financial covenants or 
requirements to achieve "target" operating results.
• Related-party sales or purchase or leasing transactions.
The industry's competitive environment has intensified during 1996, 
posing a particularly serious threat to a variety of industry segments 
such as those relating to personal computers, certain components and 
peripherals, and cellular phones. Widespread "price wars" in these 
markets have had a significant impact on profit given that margins, 
which are generally very small, leave little or no room to absorb sus­
tained price reductions. A formidable competitive threat is expected 
from Japanese consumer electronics giants who are mounting an effort 
to break into the U.S. personal computer market, after failing to do so a 
decade ago. A Japanese push into the desktop field will almost cer­
tainly escalate the already fierce price cutting wars. As a result, these 
industry segments are likely to experience a higher rate of business 
failure than in prior years. Auditors, should, therefore be aware of their 
responsibilities pursuant to AICPA Statement on Auditing Standards 
(SAS) No. 59, The Auditor's Consideration o f an Entity's Ability to Continue 
as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341). 
The "Audit Issues and Developments" section of this Audit Risk Alert 
includes further discussion of this matter. Additionally, to counter 
rampant competition and diminishing profit margins, high-technology 
enterprises are likely to place greater emphasis on the need to rapidly 
identify, and move into, new market segments. In such circumstances 
auditors should consider the audit risks implicit in any such expansion 
(that is, the impact on internal control, accounting systems, and organ­
izational structure).
Legislative Developments
Telecommunications Act
On February 8, the Telecommunications Act of 1996 became law. 
This legislation ended government mandates that established and
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maintained regulatory barriers between local and long-distance call­
ing, cable television, broadcasting, and wireless services. The intent of 
this legislation is to increase competition, thereby encouraging both 
low rates for consumers and innovative approaches to telecommunica­
tions. The bill will permit long-distance carriers, local telephone com­
panies, and cable-tv operators to enter each other's markets. It is 
anticipated that the short-term effect of the legislation will be to set off 
a high level of activity in restructurings, mergers, acquisitions, and 
joint ventures by, among others, local and long-distance phone compa­
nies, broadcasters, cable television operators, publishing companies, 
movie studios, and information technology firms. It is expected that 
the Telecommunications Act will transform the industry, generating 
intense competition, fierce price wars, and new technologies. Accord­
ingly, auditors should be aware of their responsibilities pursuant to 
SAS No. 22, Planning and Supervision (AICPA, Professional Standards, 
vol. 1, AU sec. 311), which provides that auditors should consider mat­
ters affecting the industry in which an entity operates, such as eco­
nomic conditions, government regulations, and changes in technology, 
as they relate to the audit.
Litigation Reform
Expectations of quick profits have lured many investors into the 
high-technology industry. However, the associated investment risks 
have been formidable. Lower-than-projected earnings, intense compe­
tition, slowing demand, and, in some cases, Chapter 11 bankruptcy 
filings have led to sharp declines in the value of some high-technology 
stocks. In the past, disappointed investors have often sought to recoup 
their losses through litigation. Auditors of publicly held high-technol­
ogy entities (particularly young, highly touted start-ups) have been 
disproportionately involved in such class action shareholder lawsuits. 
The accounting profession, which has been active in seeking legislation 
to place limits on such legal actions, has achieved its objective in the 
form of the Private Securities Litigation Reform Act of 1995 (the Act).
The Act became effective (though not applicable to pending law­
suits) on December 22, 1995, when Congress overrode a presidential 
veto. It offers significant relief to the accounting profession from class 
action securities lawsuits relating to publicly held entities. Such law­
suits will be more difficult to file because of the imposition of tougher 
requirements on plaintiffs and their attorneys. Limitations are placed 
on an accountant's liability and a "safe harbor" is created for certain 
projections of financial performance. The reporting responsibility of 
auditors is expanded by the Act to include a requirement for auditor
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notification to the Securities and Exchange Commission (SEC) of ille­
galities not appropriately addressed by management.
The Act requires that audits of financial statements by independent 
public accountants include—
• Procedures to identify illegal acts and related-party transactions 
that would have a direct and material effect on the determination 
of financial statement amounts.
• An evaluation as to whether there is substantial doubt about the 
ability of the entity to continue as a going concern in the sub­
sequent year.
The Act also requires auditors who become aware that an illegal act 
has or may have occurred to determine the possible effect of fines and 
other factors on the financial statements. Auditors must then inform 
the entity's audit committee (or, in the committee's absence, the board 
of directors) of their findings. If the auditor determines that there has 
been no timely and appropriate response to his or her notification, the 
auditor must forward that conclusion to the entity's board of directors. 
The board is then required to notify the SEC of that report within one 
business day, providing the auditor with a copy. If the auditor does not 
receive a copy, the auditor must forward the report of illegal acts to the 
SEC within the next business day.
Audit Issues and Developments
Inventory Valuation
Inventory valuation is always a concern in high-technology enter­
prises. The following are some of the factors that make it even more 
important this year.
• Rapid changes in a product's design may have an adverse impact on 
some entities. For example, business news reports disclosed an in­
stance in which a small semiconductor manufacturer was unable to 
sell a significant portion of its inventory of a Pentium chip clone, at 
any price, because of a new, faster version released by a competitor.
• The Telecommunications Act is expected to increase the need for 
rapid product innovation.
• The slowdown in sales of personal computers has had an impact 
on many component and peripheral manufacturers. Since these 
products are built before the personal computers are sold, the
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slowdown has caused production levels to outpace consumer 
demand.
• Given the highly competitive nature of the industry, some entities 
may be unable to conduct adequate market research studies and 
thus may release new products prematurely.
Given the speed of technological advances and the highly competi­
tive environment of the high-technology industry, rapid inventory ob­
solescence, such as that occurring in the circumstances described above, 
is commonplace. Products are typically susceptible to frequent changes 
intended to upgrade their performance. Product life cycles may be short 
and competitive products with superior price and performance can 
quickly enter the marketplace. In this environment, auditors should 
consider whether the value at which inventories are carried is appropri­
ate. Auditors may find that increased use of quantitative analyses can be 
an efficient and effective way to determine whether inventory amounts 
and trends seem plausible given a particular set of circumstances. Fac­
tors that should be considered include expected future demand for the 
product and anticipated technological advancements that render exist­
ing inventories obsolete or significantly diminish their value. In making 
inventory obsolescence evaluations auditors may consider reviewing 
sales forecasts prepared by management and comparing them to indus­
try association statistics to assess their reasonableness. The "Informa­
tion Sources" section at the end of this Audit Risk Alert contains the 
names of several such industry associations.
Loan Covenants
During 1995, a significant number of initial public offerings involved 
small, start-up high-technology entities. As was widely reported, some 
of those entities had only one product and no track record of profitabil­
ity. One year later, some of those entities, in need of capital infusions, 
have been unable to satisfy their financing needs through the equity 
market, given its current volatility. In response, many high-technology 
entities have sought capital through debt financing. Given the lack of 
profitability on the part of some of these entities, many lenders have 
sought to protect their investments by imposing highly restrictive 
covenants as part of the terms of financing. Auditors should consider 
the audit risk associated with such circumstances along with the re­
porting and disclosure problems likely to occur. For example:
• Auditors should be alert to loan covenant violations that cause 
long-term debt to become a current liability. In some instances, 
such a reclassification may raise questions about the entity's abil­
ity to continue as a going concern.
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• Loan agreements may include covenants that require the borrower 
to maintain predetermined financial ratios or specified minimum 
or maximum amounts for certain financial statement items. Re­
strictions may be imposed on capital expenditures, dividends, or, 
in certain cases, executive compensation and benefits. If a violation 
has occurred and exists at the balance-sheet date, no matter how 
"insignificant" or "technical," FASB Statement No. 78, Classifica­
tion o f Obligations That Are Callable by the Creditor (FASB, Current 
Text, vol. 1, sec. B05), requires that the entire loan be classified as a 
current liability, unless one of the following conditions is met:
1. The creditor waives or subsequently loses, for more than one 
year from the balance-sheet date, its right to demand repayment.
2. The obligation contains a grace period within which the debtor 
may "cure" the violation, and it is "probable" that the viola­
tion will be cured.
If the second condition is met, thereby resulting in a long-term 
debt classification of the obligation, paragraph 5 of FASB State­
ment No. 78 requires that the circumstances be disclosed. For 
public entities, rule 4.08(c) of Regulation S-X requires that if a 
default exists but acceleration of the debt has been waived for a 
stated period of time beyond the date of the most recent balance 
sheet being filed, the notes to the financial statements should dis­
close the amount of the obligation and the period of the waiver.
• An increasingly common clause in loan agreements is a subjective 
acceleration provision that gives the lender the power to call a loan 
without an objectively determinable cause (for example, a material 
adverse change occurs). In such cases, FASB Technical Bulletin No. 
79-3, Subjective Acceleration Clauses in Long-Term Debt Agreements 
(FASB, Current Text, vol. 1, sec. B05), which uses criteria in FASB 
Statement No. 5, Accounting for Contingencies, should be followed 
to evaluate the likelihood of debt acceleration. Such evaluations 
are very subjective, and the rationale for the entity's conclusion 
should be properly assessed by the auditor.
• Some loans contain "due on demand" clauses along with a sched­
ule of payments for principal and interest. The demand clause 
gives the lender the right to call a loan at any time. The FASB's 
Emerging Issues Task Force (EITF) Issue No. 86-5, Classifying De­
mand Notes with Repayment Terms, concludes that loans with "or on 
demand" clauses should always be considered current liabilities 
(except in the rare instance that a lender waives that right for a 
period of one year).
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Auditors should carefully consider the implications of loan covenant 
violations while planning and performing the audit. Auditors may 
wish to consider applying procedures such as the following:
• Obtain written confirmation of lender waivers of loan covenant 
violations or of lenders' lack of knowledge of any violations or 
intents to call a loan. Evaluate all waivers carefully and assess 
whether the lender has truly waived its right to call the debt.
• Carefully read loan amendments that management represents as 
constituting waivers of covenant violations; lenders may have 
amended the financial covenant requirements but otherwise re­
tained their right to call the debt.
• Consider obtaining an opinion from the entity's attorney regard­
ing technical covenant violations.
• Obtain specific management representations regarding known 
covenant violations and any communications with lenders regard­
ing violations or waivers during the year.
• Give particular consideration to potential passed adjustments that, 
if made, would affect loan covenant provisions.
• Be alert for escalating quarterly loan covenant requirements that 
cover the period rather than the end of a quarter. An entity may be 
in compliance at the end of one quarter but immediately be in 
noncompliance if a more restrictive covenant is effective on the 
following day.
In some cases, the issuance of the financial statements may be de­
layed until appropriate lender waivers can be obtained or cures ef­
fected. To avoid having to extend other audit procedures past the 
normal fieldwork date, the auditor may dual-date the report by giving 
one date for the completion of fieldwork and a subsequent date for the 
waiver or cure; see SAS No. 1, Codification o f Auditing Standards and 
Procedures Dating of the Independent Auditor's Report (AICPA, Profes­
sional Standards, vol. 1, AU sec. 530). Auditors should obtain sufficient 
evidential matter to support the lender's waiver or the entity's actions 
that effected the cure. In the event that the defaults are not cured, audi­
tors should consider the effect on the overall continued existence of the 
entity as a going concern in accordance with SAS No. 59.
Impairment of Long-Lived Assets
High-technology products are susceptible to rapid obsolescence. 
Long-lived assets used by enterprises involved in the manufacture of
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such products may require significant retooling to retain their useful­
ness. In some cases these assets may not lend themselves to modifica­
tion and could be rendered obsolete. Additionally, the passage of the 
Telecommunications Act of 1996 should spur merger and acquisition 
activity. The elimination of duplicate functions, which typically accom­
pany a merger or acquisition, may affect the carrying amount of certain 
assets. In these instances, the carrying amounts of recorded assets may 
not be recoverable and the provisions of FASB Statement No. 121, Ac­
counting for the Impairment o f Long-Lived Assets and for Long-Lived Assets 
to Be Disposed Of (FASB, Current Text, vol. 1, sec. I08) may need to be 
applied.
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed Of 
(FASB, Current Text, vol. 1, sec. I08), which requires that long-lived as­
sets and certain identifiable intangibles and goodwill related to those 
assets to be held and used by an entity, be reviewed for impairment 
whenever events or changes in circumstances indicate that the carrying 
amount of an asset may not be recoverable. The Statement also requires 
that long-lived assets and certain identifiable intangibles to be disposed 
of be reported at the lower of carrying amount or fair value less costs to 
sell, except for assets covered by Accounting Principles Board (APB) 
Opinion No. 30, Reporting the Results o f Operations Reporting the Effects o f 
Disposal o f a Segment o f a Business, and Extraordinary, Unusual and Infre­
quently Occurring Events and Transactions (FASB, Current Text, vol. 1, sec. 
I13). Assets covered by APB Opinion No. 30 will continue to be reported 
at the lower of the carrying amount or the net realizable value. The 
Statement is effective for financial statements for fiscal years beginning 
after December 15 , 1995. Accordingly, this is the first year that auditors 
will evaluate management's implementation of the Statement.
FASB Statement No. 121 is likely to have a significant impact on 
many construction contractors, given the inherently capital-intensive 
nature of the industry. Auditors may face issues relating to the recov­
erability of the carrying amount of certain long-lived assets if, as ex­
pected, a general economic slowdown occurs in the latter part of 1996. 
In evaluating a construction contractor's implementation of FASB 
Statement No. 121, major issues to be considered by auditors include 
the following:
• The appropriate classification o f long-lived assets as either those being 
held and used or those to be disposed o f  Auditors should obtain an 
understanding of the policies and procedures used by the con­
tractor to classify long-lived assets pursuant to FASB Statement 
No. 121, as well as evaluating whether those classifications are 
proper.
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• The identification o f events or circumstances indicating that the carrying 
amounts o f assets to be held and used may not be recoverable. Auditors 
should obtain an understanding of the policies and procedures 
used by the contractor to identify such events and circumstances. 
Examples of such events and circumstances could include the fol­
lowing:
— A dramatic change in the manner in which an asset is used
— A reduction in the extent to which an asset is used
— Forecasts showing lack of long-term profitability
— A change in the law or business environment
— A substantial drop in the market value of an asset
• The assumptions used in the underlying calculation o f estimated future 
cash flows when testing for asset impairment used in management's im­
pairment test, and assumptions used in estimating the fair value o f assets 
for which an impairment loss is to be recognized. A contractor's esti­
mate of future cash flows from asset use and the fair value of assets 
used in calculating impairment losses should be evaluated pursu­
ant to the guidelines set forth in Statement of Auditing Standards 
(SAS) No. 57, Auditing Accounting Estimates (AICPA, Professional 
Standards, vol. 1, AU sec. 342). Procedures to be employed should 
include one or a combination of the following: (1) reviewing and 
testing the process used by management to develop the estimates, 
(2) developing an independent expectation to corroborate the rea­
sonableness of the estimates, (3) reviewing subsequent events or 
transactions occurring before the completion of fieldwork.
• The recording o f assets to be disposed o f at the lower o f carrying amount 
or fair value less costs to sell. Auditors should verify that the con­
tractor has appropriately classified and valued long-lived assets to 
be disposed of.
• The disclosure requirements o f FASB Statement No. 121. Auditors 
should verify that all disclosure requirements of FASB Statement 
No. 121 have been included in the contractor's financial state­
ments.
Control Environment
Many high-technology entities are young, development-stage enter­
prises or have a number of traits that are similar to those often found in 
such enterprises. Internal control in these entities often include unique 
characteristics that may affect an auditor's assessment of control risk.
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Characteristics that may increase control risk include those suggested 
in the following circumstances:
• Many high-technology entities are relatively small, and fre­
quently, closely held. In such entities, the entire accounting func­
tion may be the responsibility of one or a few employees and thus 
lacking in adequate segregation of duties. In addition, owners or 
managers often have the authority to override prescribed control 
procedures.
• High-technology enterprises may seek to boost declining earnings 
by cutting overhead. Such cost reductions may be imposed on 
nonrevenue-producing areas such as the accounting department. 
This may place a strain on existing accounting, reporting, and con­
trol functions, thus increasing the likelihood of errors.
• Owners and managers of high-technology enterprises frequently 
are entrepreneurs who may be more likely to give priority to re­
search and development functions over accounting systems and 
related control procedures. As a result, control, accounting, and 
financial reporting functions may receive less support and atten­
tion than might be warranted.
• Although the owners and managers of most small high-technol­
ogy entities are capable in areas such as manufacturing, market­
ing, research, and sales, others may not be as well versed in 
matters of accounting, finance, and administration.
• The limited resources of some start-up or developmental-stage 
high-technology enterprises may engender informal accounting 
systems with inadequate control procedures.
If internal control in a high-technology company includes the above 
characteristics, control risk might be assessed as high. Auditors should 
adjust the scope of their audits accordingly, and should document the 
understanding of the entity's internal control as required by SAS No. 
55, Consideration o f the Internal Control Structure in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 319).2 If that under­
standing reveals that the oversight function is weak, there is increased 
risk that material errors and irregularities will result in misstatements
2 SAS No. 78, Consideration of Internal Control in a Financial Statement Audit: An 
Amendment to SAS No. 55, revises the definition and description of internal control 
and makes conforming changes to relevant terminology. SAS No. 78 was issued in 
December 1995 and is effective for audits of financial statements for periods 
beginning on or after January 1, 1997. See "New Pronouncements" in the "Audit 
Issues and Developments" section for further discussion of this matter.
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in the financial statements, and reportable conditions, as defined in 
SAS No. 60, Communication o f Internal Control Structure Related Matters 
Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325), 
may exist.
Going Concern
The price wars and competitive pressures pervasive throughout the 
industry are factors likely to increase the level of business risk faced by 
many high-technology entities. Accordingly, auditors should be alert 
to conditions and events which, when considered in the aggregate, 
indicate that there could be substantial doubt about their client's ability 
to continue as a going concern. For example, such conditions and 
events could include (1) negative trends such as recurring operating 
losses or working capital deficiencies, (2) financial difficulties such as 
loan defaults or denial of trade credit from suppliers, (3) internal mat­
ters such as trade union difficulties, or (4) external matters such as legal 
proceedings or environmental legislation that could jeopardize the en­
tity's ability to operate. In such circumstances auditors will have to 
consider whether, based upon such conditions and events, there is sub­
stantial doubt about the client's ability to continue as a going concern.
Auditors should be aware of their responsibilities pursuant to SAS 
No. 59. SAS No. 59 provides guidance to auditors in conducting an 
audit of financial statements in accordance with generally accepted 
auditing standards for evaluating whether there is substantial doubt 
about a client's ability to continue as a going concern for a period not 
to exceed one year from the date of the financial statements being 
audited.
Continuation of an entity as a going concern is generally assumed in 
the absence of significant information to the contrary. Information that 
significantly contradicts the going-concern assumption relates to the 
entity's inability to continue to meet its obligations as they become due 
without substantial disposition of assets outside the ordinary course of 
business, restructuring of debt, externally forced revisions of its opera­
tions, or similar actions. SAS No. 59 does not require the auditor to 
design audit procedures solely to identify conditions and events that, 
when considered in the aggregate, indicate there could be substantial 
doubt about the entity's ability to continue as a going concern for a 
reasonable period of time not to exceed one year beyond the date of the 
financial statements being audited. The results of auditing procedures 
designed and performed to achieve other audit objectives should be 
sufficient for that purpose.
If there is substantial doubt about the entity's ability to continue as a 
going concern, the auditor should consider whether it is likely that
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existing conditions and events can be mitigated by management plans 
and whether those plans can be effectively implemented. If the auditor 
obtains sufficient competent evidential matter to alleviate doubts 
about going-concern issues then consideration should be given to the 
need for disclosure of the principal conditions and events that initially 
caused the auditor to believe there was substantial doubt. If, however, 
after considering identified conditions and events, along with manage­
ment's plans, the auditor concludes that substantial doubt about the 
entity's ability to continue as a going concern remains, the audit report 
should include an explanatory paragraph to reflect that conclusion. In 
these circumstances, auditors should refer to the specific guidance set 
forth under SAS No. 59.
For those entities emerging from bankruptcy reorganization pursu­
ant to Chapter 11 of the Bankruptcy Code, the auditor should consider 
whether the contractor is following the accounting guidance of AICPA 
Statement of Position (SOP) 90-7, Financial Reporting by Entities in Reor­
ganization Under the Bankruptcy Code.
Revenue Recognition
Entities in the high-technology industry may be particularly suscep­
tible to revenue recognition problems during the current year given 
declining growth rates of revenue. Additionally, there have been a 
number of prominent audit failures related to the area of revenue rec­
ognition. Alleged inappropriate revenue recognition has become one 
of the major issues facing auditors in recent litigation. As such, audi­
tors should be aware that the consideration of this area warrants spe­
cial attention in the current year. Auditors should exercise professional 
skepticism in this area by being alert to possible warning signs, such as—
• Material, unusual, or significant year-end transactions.
• Past-due accounts receivable.
• Sales subject to further performance by the selling entity, the cus­
tomer, or a third party.
Some specific circumstances to consider are described in the following 
paragraphs.
Products offered by high-technology enterprises are by their nature 
innovative and their performances frequently are unproven. Similarly, 
customers may have unjustified expectations of a product's capabili­
ties. As a result, sales agreements entered into by such enterprises may 
include provisions for customer approval, cancellation options, return 
privileges, or price protection. FASB Statement No. 48, Revenue Recog­
nition When Right o f Return Exists (FASB, Current Text, vol. 1, sec. R75),
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provides accounting guidance that may be helpful in evaluating a 
high-technology enterprise's revenue recognition policies. In such cir­
cumstances, auditors should carefully evaluate the entity's revenue 
recognition policies and procedures. Auditors should obtain an 
understanding of contractual relationships with customers and pay 
particularly close attention to nonstandard clauses that may alter the 
economic substance of otherwise standard transactions.
Auditors should also consider the possible existence of "side-agree­
ments" that contain additional terms or conditions that may affect the 
timing of revenue recognition. The use of such side-agreements has 
been especially prevalent in the computer hardware and software seg­
ment of the high-technology industry. Side-agreements may create ob­
ligations or contingencies relating to financing arrangements or to 
product installation or customization. Typically, very few individuals 
within an entity are aware of the use of side-agreements. Therefore, it 
may be difficult for auditors to uncover their existence. Management 
representations and other standard audit procedures may not be ade­
quate in these circumstances. When there is a significant risk that un­
disclosed side-agreem ents exist, the auditor should consider 
confirming, directly with the contract signer, relevant contract terms to 
obtain assurance from the entity's customer that side-agreements do 
not exist. Since, in this circumstance, it is difficult to perform alterna­
tive procedures on non-replies, auditors should make every effort to 
obtain responses to these special confirmations.
The SEC Accounting and Auditing Enforcement Releases (AAERs) 
have addressed revenue recognition by high-technology enterprises. 
The problem areas noted include—
• Sales recorded before customer acceptance of a product, that is, 
before the risks and rewards of ownership are passed to the buyer 
(see AAERs 40, 44, 58, 125, 213, 466, 495, 513, 513A, 546, 572, 581, 
615, and 711).
• Bill and hold or ship in place sales. Revenue associated with such 
agreements qualifies for recognition only in unique and controlled 
circumstances (see AAERs 4 7 , 108, 196, 215, 292, and 624).
• Recorded sales in which the seller has continuing involvement or that 
are subject to a significant future contingency (see AAERs 40, 58, 
65, 78, 86 , 131, 145, 225, 303, 475, 615, 645, 646, 647, 689, 690, and 737).
Auditors should be alert to those high risk circumstances in which an 
entity may prematurely recognize revenue.
Revenue recognition issues may arise with regard to the sale of com­
puter software. High-technology enterprises may sell software by 
means of a license for its use. The completion of the earnings process in
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such licensing transactions may vary depending on whether the 
software is modified to meet customer specifications or whether sig­
nificant installation support is necessary. Additionally, customer ac­
ceptance may be uncertain, and sales agreements may provide for 
extended payment terms, trial periods, or liberal termination features.
SOP 91-1, Software Revenue Recognition, provides guidance on reve­
nue recognition for the licensing, selling, leasing, or marketing of com­
puter software. Applying the provisions of SOP 91-1 may require 
considerable judgment; therefore, auditors should obtain an under­
standing of the provisions of contracts with customers, particularly 
those with unique or unusual terms and conditions. Auditors should 
assess any nonstandard terms and consider their effect on accounting 
for revenue associated with a transaction. Auditors should also be alert 
to the revenue recognition implications of transactions with cancella­
tion privileges, exchange rights, and deferred-payment terms, all of 
which are discussed in SOP 91-1. See the "Accounting Issues and De­
velopments" section of this Audit Risk Alert for a discussion of the 
proposed SOP that would modify the provisions of SOP 91-1.
Transferring product rights through licensing or royalty arrange­
ments is common among high-technology enterprises. Auditors 
should consider the existence of any such arrangements, understand 
the products and related services being sold, and consider whether all 
products or processes involving licensing or royalty payments are be­
ing properly identified and controlled.
Entities in the computer industry, as well as other segments of the 
high-technology industry, may sell products that include a combina­
tion of product maintenance and customer-support contracts, or they 
may sell, separately, maintenance and customer-support contracts or 
consulting services. SEC rules require that publicly held companies 
disclose revenue from such activities, if significant, on the face of the 
income statement. Specifically, rule 5-03(b)(l) and (2) of Regulation S-X 
requires separate reporting of tangible product sales, operating reve­
nues, income from rentals, revenues from services, and other revenues 
if that category exceeds 10 percent of total revenues. The rule also re­
quires separate reporting of costs and expenses for each line item re­
ported for sales and revenues. Auditors of the financial statements of 
publicly held high-technology enterprises should be familiar with rule 
5-03(b)(1) and (2) of Regulation S-X and carefully consider the ade­
quacy of the required disclosures.
Auditors should consider whether uncertainties associated with 
revenue recognition have implications for other audit areas as well. For 
example, the collectibility of receivables may be affected by customers' 
perceptions of product performance and by support and maintenance 
expectations.
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New Pronouncements
Auditing Standards
SAS No. 75. In September 1995, the Auditing Standards Board 
(ASB) issued SAS No. 75, Engagements to Apply Agreed-Upon Procedures 
to Specified Elements, Accounts, or Items o f a Financial Statement (AICPA, 
Professional Standards, vol. 1, AU sec. 622), which provides guidance to 
an accountant concerning performance and reporting in all engage­
ments to apply agreed-upon procedures to specified elements, 
accounts, or items of a financial statement, except in certain circum­
stances, as discussed in the SAS. The Statement is effective for reports 
on engagements to apply agreed-upon procedures dated after April 30, 
1996, with earlier application encouraged.
SAS No. 76. In September 1995, the ASB issued SAS No. 76, Amend­
ments to SAS No. 72, Letters for Underwriters and Certain Other Re­
questing Parties (AICPA, Professional Standards, vol. 1, AU sec. 634). 
The SAS provides reporting guidance and an example of a letter, actu­
ally a form of an agreed-upon procedures report, that the accountant 
can provide in response to a request to provide a comfort letter in 
circumstances in which the party requesting the letter does not provide 
the accountant with the representations required in paragraphs 6 and 
7 of SAS No. 72. The Statement is effective for letters issued pursuant to 
paragraph 9 of SAS No. 72 after April 3 0 , 1996.
SAS No. 77. In November 1995, the ASB issued SAS No. 77, Amend­
ments to SAS No. 22, Planning and Supervision, No. 59, The Auditor's Con­
sideration o f an Entity's Ability to Continue as a Going Concern, and No. 62, 
Special Reports (AICPA, Professional Standards, vol. 1, AU secs. 311, 341, 
544, and 623), which, among other things, clarifies that a written audit 
program should be prepared in every audit and precludes the use of 
conditional language in the auditor's explanatory paragraph to indi­
cate that there is substantial doubt about the entity's ability to continue 
as a going concern. SAS No. 77 is effective for engagements beginning 
after December 15 , 1995.
SAS No. 78. In December 1995, the ASB issued SAS No. 78, which 
revises the definition and description of internal control contained in 
the Statements on Auditing Standards to recognize the definition and 
description contained in Internal Control—Integrated Framework (the 
COSO Report), published by the Committee of Sponsoring Organiza­
tions of the Treadway Commission. This Statement is effective for 
audits of financial statements for periods beginning on or after January 
1 ,  1997, with earlier application permitted.
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SAS No. 79. In December 1995, the ASB issued SAS No. 79, Amend­
ment to Statement on Auditing Standards No. 58, Reports on Audited Fi­
nancial Statements (AICPA, Professional Standards, vol. 1, AU sec. 508), 
which eliminates the requirement that, when certain criteria are met, 
the auditor add an uncertainties explanatory paragraph to the audi­
tor's report. SAS No. 79 also clarifies and reorganizes the guidance in 
SAS No. 58 concerning emphasis paragraphs, matters involving uncer­
tainties, and disclaimers of opinion. This SAS does not affect SAS No. 
59 nor preclude the auditor from adding a paragraph to the auditor's 
report to emphasize a matter disclosed in the financial statements. This 
Statement is effective for reports issued or reissued on or after Febru­
ary 2 9 , 1996, with earlier application permitted.
A table outlining the significant provisions of the newly issued audit­
ing standards is set forth in the Exhibits section of this Audit Risk 
Alert.
Attestation Standards
SSAE No. 4. In September 1995, the ASB issued Statement on Stand­
ards for Attestation Engagements (SSAE) No. 4, Agreed-Upon Proce­
dures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600). 
SSAE No. 4 sets forth attestation standards and provides guidance on 
the performance and reporting in all agreed-upon procedures engage­
ments, except in certain circumstances, and is effective for reports on 
agreed-upon procedures engagements dated after April 30 , 1996. SSAE 
No. 4 generally should be used when applying agreed-upon proce­
dures to nonfinancial statement subject matter. In addition, SSAE No. 
4 requires a written assertion from management as a condition of en­
gagement performance.
SSAE No. 5. In November 1995, the ASB issued SSAE No. 5, Amend­
ment to Statement on Standards for Attestation Engagements No. 1, Attesta­
tion Standards (AICPA, Professional Standards, vol. 1, AT sec. 100). This 
amendment provides guidance on the quantity, type, and content of 
working papers for attestation engagements and is effective for en­
gagements beginning after December 15 , 1995.
SSAE No. 6. In December 1996, the ASB issued SSAE No. 6, Report­
ing on an Entity's Internal Control Over Financial Reporting: An Amend­
ment to Statement on Standards for Attestation Engagements No. 2 (AICPA, 
Professional Standards, vol. 1, AT sec. 400). This amendment conforms 
the description of elements of an entity's internal control to the compo­
nents of internal control contained in SAS No. 78 (see discussion in the 
preceding section) and Internal Control—Integrated Framework. The 
amendment is effective for an examination of management's assertion
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when the assertion is as of or for the period ending December 15 , 1996, 
or thereafter. Early application of the provisions of this Statement is 
permitted.
Quality Control Standards. In May 1996, the ASB issued Statement on 
Quality Control Standards (SQCS) No. 2, System of Quality Control for a 
CPA Firm's Accounting and Auditing Practice (AICPA, Professional Stand­
ards, QC sec. 20) and No. 3, Monitoring a CPA Firm's Accounting and 
Auditing Practice (AICPA, Professional Standards, QC sec. 30). SQCS 
No. 2 supersedes SQCS No. 1, System o f Quality Control for a CPA Firm 
and its Interpretations (AICPA, Professional Standards, vol. 2, QC sec. 10 
and 10-1). The provisions of these Statements are applicable to a CPA 
firm's system of quality control for its accounting and auditing practice 
as of January 1 ,  1997.
SQCS No. 2 redefines a firm's accounting and auditing practice to 
include all audit, attest, and accounting and review services for which 
professional standards have been established by the ASB or the Ac­
counting and Review Services Committee under Rules 201, General 
Standards, and 202, Compliance With Standards, of the AICPA Code 
of Professional Conduct (AICPA, Professional Standards, vol. 2, ET secs. 
201 and 202). The definition of a firm's accounting and auditing prac­
tice has been revised to include engagements performed under SSAEs 
issued by the ASB. These standards had not been issued when SQCS 
No. 1 was promulgated. Also, the new standard replaces the nine spe­
cific elements discussed in SQCS No. 1 with the following five broad 
elements—independence, integrity, and objectivity; personnel man­
agement; acceptance and continuance of clients and engagements; en­
gagem ent performance; and monitoring. SQCS No. 3 provides 
guidance on how a firm can implement the new monitoring element of 
a quality control system in its accounting and auditing practice.
Ethics Ruling—Indemnification of a Client
Recently, the AICPA Professional Ethics Executive Committee is­
sued Ethics Ruling No. 102, Member's Indemnification o f a Client, as pub­
lished in the January 1996 Journal o f Accountancy. This ruling states that 
auditors should not enter into agreements that would require them to 
indemnify their client for damages, losses, or costs arising from law­
suits, claims, or settlements that relate, directly or indirectly, to client 
acts, or their independence will be impaired. In assessing their inde­
pendence, auditors of high-technology enterprises should consider the 
implication of indemnification arrangements requested by their cli­
ents, in light of this new ethics ruling.
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AICPA Exposure Drafts: Proposed SASs
Consideration o f Fraud in a Financial Statement Audit. In May 1996 the 
AICPA issued an exposure draft of a proposed Statement on Auditing 
Standards—Consideration o f Fraud in a Financial Statement Audit and 
Amendments to Statements on Auditing Standards No. 1, Codification of 
Auditing Standards and Procedures, and No. 47, Audit Risk and Materi­
ality in Conducting and Audit. The proposed Statement would provide 
expanded operational guidance on the consideration of fraud in con­
ducting a financial statement audit. The proposed changes in auditing 
standards also clarify the auditor's present responsibility to plan and 
perform the audit to obtain reasonable assurance about whether the 
financial statements are free from material misstatement, whether 
caused by error or fraud. In addition, the proposed changes provide 
added guidance on the standard of due professional care in the per­
formance of work, including the need to exercise professional skepti­
cism, and the concept of reasonable assurance. In addition to amending 
SAS Nos. 1 and 47, the proposed Statement would—
• Describe fraud and its characteristics.
• Require the auditor to specifically assess the risk of material mis­
statement due to fraud and provide categories of fraud risk factors 
that should be considered in the auditor's assessment.
• Provide guidance on how the auditor should respond to the re­
sults of the assessment.
• Provide guidance on the evaluation of audit test results as they 
relate to the risk of material misstatement due to fraud.
• Describe related documentation requirements.
• Provide guidance regarding the auditor's communication about 
fraud to management, the audit committee, and others.
Amendment to SAS No. 31, Evidential Matter. In May 1996,  the 
AICPA issued an exposure draft of a proposed SAS, Amendment to SAS 
No. 31, Evidential Matter. This proposed Statement would provide 
guidance for a practitioner who has been engaged to audit an entity's 
financial statements where significant information is transmitted, 
processed, maintained, or accessed electronically. The proposed State­
ment would include examples of evidential matter in electronic form 
and provide that an auditor should consider the time during which 
such evidential matter exists or is available in determining the nature, 
timing, and extent of substantive tests. In addition, the proposed State­
ment would indicate that an auditor may determine that, in certain
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engagement environments where evidential matter is in electronic 
form, it would not be practical or possible to reduce detection risk to an 
acceptable level by performing only substantive tests. The proposed 
Statement would provide that in such circumstances, an auditor 
should consider performing tests of controls to support an assessed 
level of control risk below the maximum for affected assertions.
Investments in Debt and Equity. In May 1996, the AICPA issued an 
exposure draft of a proposed SAS, Investments in Debt and Equity. This 
proposed Statement would revise the guidance on auditing invest­
ments to make that guidance consistent with recently issued account­
ing standards, particularly FASB Statement No. 115, Accounting for  
Certain Investments in Debt and Equity Securities.
Allocation of Purchase Price in "Purchase" Business 
Combinations
When a business combination involving a high-technology enter­
prise is accounted for using purchase accounting, a portion of the pur­
chase price may be allocated to R&D in process. Generally accepted 
accounting principles require that a portion of the purchase price be 
immediately written off for R&D that did not have an alternative fu­
ture use. In recent years, a number of high-technology enterprises, spe­
cifically software companies, have reported business combinations in 
which a substantial portion of the purchase price was allocated to soft­
ware that was to be used in R&D projects. The amounts allocated to 
software were immediately expensed in accordance with FASB Inter­
pretation No. 4, Applicability o f FASB Statement No. 2 to Business Combi­
nations Accounted for by the Purchase Method (FASB, Current Text, vol. 1, 
sec. B50).
After the acquisition or merger with the high-technology company, 
auditors should consider whether there is adequate evidential matter 
regarding the reasonableness of purchase price allocations to the assets 
acquired and for the valuation of the acquired software or other tech­
nology to be used in R&D. Auditors need to be sensitive to indications 
that clients may be overly aggressive in assigning value to R&D, 
thereby writing off a substantial part of the purchase price as an "un­
usual" item and enhancing future operating income. It should also be 
noted that purchased R&D should be a separately identified and val­
ued amount. Its assigned value should not be the residual remaining 
after the cost of an acquired entity has been assigned to the acquired 
entity's net assets.
Auditors should also consider the nature and stage of development 
of the software acquired, as well as its expected use by the acquirer,
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when evaluating the appropriateness of management's allocation. The 
purchase price allocated to software acquired as part of a business 
combination, for which the acquirer has met the technological feasibil­
ity criteria of FASB Statement No. 86, Accounting for the Costs of Com­
puter Software to Be Sold, Leased, or Otherwise Marketed (FASB, Current 
Text, vol. 2, sec. Co2), and that no longer is considered to be in the R&D 
stage, should not be immediately expensed.
Companies should have appropriate documentation to support their 
accounting by reference to appraisals, replacement cost studies, and 
other supporting data. Auditors should evaluate the evidential matter 
supporting these transactions as they assess the propriety of the ac­
counting treatment and the adequacy of related financial statement 
disclosures.
EITF Issue No. 96-7, Accounting for Deferred Taxes on In-Process Re­
search and Development Activities Acquired in a Purchase Business Combi­
nation addresses the issue of whether a deferred tax liability should be 
recognized at the consummation date of a purchase business combina­
tion, for the initial difference (that is, prior to the write-off of in-process 
R&D) between the amounts assigned for financial reporting purposes 
to in-process R&D and its underlying tax basis. The Task Force reached 
a consensus that the write-off of amounts assigned for financial report­
ing purposes to in-process R&D occurs prior to the measurement of 
deferred taxes in a purchase business combination. Accordingly, de­
ferred taxes are not provided on the initial differences between the 
amounts assigned for financial reporting and tax purposes, and in- 
process R&D is charged to expense on a gross basis at acquisition.
Research and Development Arrangements
As a result of their need to fund substantial amounts of R&D costs, 
high-technology enterprises frequently enter into a variety of legal ar­
rangements that may include debt-and-equity interests as well as con­
tracts to provide R&D services for others. FASB Statement No. 68, 
Research and Development Arrangements (FASB, Current Text, vol. 1, sec. 
R55), specifies how companies should account for their obligations un­
der arrangements for the funding of R&D for others. Auditors of high- 
technology enterprises should obtain an understanding of the facts and 
circumstances surrounding such arrangements, including the relation­
ships among the parties involved, and consider the propriety of their 
clients' accounting for such arrangements in light of that under­
standing.
Loans or Advances to Other Parties. R&D arrangements sometimes 
call for extending loans or advances to another party. FASB Statement
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No. 68 states: "If repayment to the enterprise of any loan or advance by 
the enterprise to the other parties depends solely on the results of the 
[R&D] having future economic benefit, the loan or advance shall be 
accounted for as costs incurred by the enterprise. The costs shall be 
charged to [R&D] expense unless the loan or advance to the other par­
ties can be identified as relating to some other activity, for example, 
marketing or advertising, in which case the costs shall be accounted for 
according to their nature." Auditors should consider the propriety of 
their clients' accounting for such loans.
Issuance o f Warrants or Similar Instruments. R&D arrangements some­
times also involve the issuance of warrants or similar instruments. 
FASB Statement No. 68 requires that the portion of the proceeds rep­
resenting fair value of such instruments at the date of the arrangement 
be reported as paid-in capital rather than as revenue. Auditors should 
be alert to the issuance of warrants and similar instruments in connec­
tion with such arrangements and evaluate carefully their clients' ac­
counting, particularly the determ ination of the amount of the 
proceeds deemed to represent fair value and allocable to paid-in 
capital.
Obligation is a Liability to Repay Other Parties. FASB Statement No. 
68 specifies that the enterprises must determine whether they are obli­
gated only to perform contractual R&D for others, or whether they are 
otherwise obligated. To the extent the enterprises are obligated to re­
pay the other parties regardless of the outcome of the R&D, they 
should record liabilities and expense R&D costs as incurred. To con­
clude that a liability to repay the other party does not exist, the transfer 
of risk related to the R&D must be substantive and genuine. FASB 
Statement No. 68 and SEC Staff Accounting Bulletin (SAB) No. 63 
(Topic 50 ), Research and Development Arrangements, provide further 
guidance on assessing whether such risk transfers have occurred and 
provide examples of conditions leading to the presumption that the 
enterprise will repay the other party, whether contractually obligated 
to or not.
As part of the overall effort to reduce the budget deficit, federal 
grants to the academic and scientific communities, earmarked for 
R&D, may be reduced or eliminated. The impact of such legislation on 
the operations of high-technology enterprises may be beneficial or det­
rimental, depending on the type of R&D arrangement in which the 
company is involved. If, for example, a high-technology audit client 
contracts for others to perform R&D, a reduction in federal subsidies 
may increase the costs of such contracts to the client. Conversely, if the
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client provides R&D to others, such reductions could drive up the cli­
ent's R&D-related revenue. Auditors should be aware of the final pro­
visions of such legislation and its impact on the entity being audited.
Accounting Issues and Developments
Costs of Internally Developed and Purchased Software
FASB Statement No. 86 specifies the accounting for the costs of inter­
nally developed and purchased software. It requires that the costs of 
R&D-related activities, which must be expensed in the period incurred, 
be differentiated from the costs of production activities, which are 
capitalized. The difference between these two activities is based on the 
concept of technological feasibility. To qualify for capitalization, costs 
must be incurred subsequent to establishing technological feasibility. 
Software rights purchased or leased for resale and no alternative future 
use must also meet the requirements for technological feasibility to be 
capitalized. Production costs for software that is to be used as an inte­
gral part of a product or process should not be capitalized until both (1) 
technological feasibility has been established for the software and (2) 
all R&D for the other components of the product or process has been 
completed.
Auditors should evaluate management's judgments regarding tech­
nological feasibility. To do this, product plans and software develop­
ment methodologies should be reviewed at each balance-sheet date. 
Factors to be considered include—
• The carrying value of the capitalized software, and whether reve­
nue forecasts are reasonably constructed, adequately documented, 
and realistic in view of a company's established channels of distri­
bution and financial resources.
• The reasonableness of the product's life, which typically ranges 
from three to five years. The amortization of these costs should not 
be included in R&D costs, but should be charged to costs of goods 
sold or a similar expense category.
EITF Issue No. 96-6, Accounting for the Film and Software Costs Associ­
ated with Developing Entertainment and Educational Software Products, 
raises the issue of how companies should account for the film and 
software costs associated with developing entertainment and educa­
tional products. However, because of the position taken by the SEC 
staff, the Task Force was not asked to reach a consensus on this Issue. 
The SEC's position is included in the EITF Abstracts.
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AICPA Exposure Draft: Proposed SOP—Software Revenue 
Recognition
In June 1996, the AICPA issued an exposure draft of a proposed SOP, 
Software Revenue Recognition. This SOP provides guidance on applying 
generally accepted accounting principles in recognizing revenue on 
software transactions. This proposed SOP would supersede SOP 91-1, 
Software Revenue Recognition, and would require the following:
1. If an arrangement to deliver software or a software system, either 
alone or together with other products or services, requires signifi­
cant production, modification, or customization of software, the 
entire arrangement should be accounted for in conformity with 
Accounting Research Bulletin No. 45, Long-Term Construction- 
Type Contracts, using the relevant guidance in SOP 81-1, Account­
ing for Performance o f Construction-Type and Certain Production-Type 
Contracts, unless specified criteria for separate accounting for any 
service element are met.
2. Separate accounting for a service element of an arrangement to 
which contract accounting applies is required if both of the fol­
lowing criteria are met.
a. The services are not essential to the functionality of any other 
element of the transaction.
b. The services are stated separately in the contract such that the 
total price of the arrangement would be expected to vary as the 
result of inclusion or exclusion of the services.
3. If an arrangement to deliver software or a software system does 
not require significant production, modification, or customization 
of software, revenue should be recognized when all of the follow­
ing criteria are met:
a. Persuasive evidence of an agreement exists.
b. Delivery has occurred.
c. The vendor's fee is fixed or determinable.
d. Collectibility is probable.
4. Software arrangements may consist of multiple elements, that is, 
additional software products, upgrades or enhancements, rights 
to exchange or return software, postcontract customer support 
(PCS), or services, including elements deliverable only on a when- 
and-if-available basis. If contract accounting does not apply, the 
vendor's fee must be allocated to the various elements based on 
vendor-specific objective evidence of fair values. If sufficient ven­
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dor-specific objective evidence of fair values does not exist, all 
revenue from the arrangement should be deferred until such suf­
ficient evidence exists, or until all elements have been delivered. 
Exceptions to this guidance are provided for PCS, subscriptions, 
and arrangements in which the fee is based on the number of 
copies. Vendor-specific objective evidence is limited to (a) the 
price charged when the element is sold separately, or (b) if not yet 
being sold separately the price for each element established by 
management having the relevant authority.
5. The portion of the license fee allocated to an element should be 
recognized as revenue when all of the revenue recognition criteria 
have been met. In applying those criteria, delivery of an element 
is considered not to have occurred if there are undelivered ele­
ments that are essential to the functionality of any delivered ele­
ments. Additionally, collectibility of that portion of the fee is not 
considered to be probable if the amount of the fees attributable to 
delivered elements is subject to forfeiture, refund, or other conces­
sion if the undelivered elements are not delivered.
As drafted, the provisions of this proposed SOP would be effective 
for fiscal years beginning after December 15 , 1996 with earlier applica­
tion encouraged. The cumulative effect of changes caused by adopting 
the provisions of this proposed SOP would be included in the determi­
nation of net income in conformity with APB Opinion No. 20, Account­
ing Changes.
Delayed Effective Dates—Accounting Pronouncements
Disclosures about Fair Value o f Financial Instruments. FASB Statement 
No. 107, Disclosures about Fair Value o f Financial Instruments (FASB, Cur­
rent Text, vol. 1, sec. F25), issued in December 1991, was effective for 
financial statements issued for fiscal years ending after December 15, 
1992. However, for entities with less than $150 million in total assets 
as of that date, the effective date was extended to fiscal years ending 
after December 15, 1995. In that a sizable portion of high-technology 
entities may be smaller, development-stage enterprises, financial 
statements for years ended during 1996 will be subject to the provi­
sions contained therein. In such circumstances, auditors should con­
sider whether management has made all disclosures required by 
FASB Statement No. 107.
FASB Statement No. 107 requires disclosure of the fair value of finan­
cial instruments, both assets and liabilities recognized and not recog­
nized in the statement of financial position, for which it is practicable 
to estimate fair value. If estimating fair value is not practicable, the
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Statement requires disclosure of descriptive information pertinent to 
estimating the value of a financial instrument. Certain financial instru­
ments (for example, lease contract, deferred-compensation arrange­
ments, and insurance contracts) are excluded from the scope of the 
Statement.
Disclosures about Derivative Financial Instruments. FASB Statement 
No. 119, Disclosure about Derivative Financial Instruments and Fair Value 
o f Financial Instruments (FASB, Current Text, vol. 1, sec. F25), issued in 
October 1994, was effective for financial statements issued for fiscal 
years ending after December 15, 1994. However, for entities with less 
than $150 million in total assets as of that date, the effective date was 
extended to fiscal years ending after December 15 , 1995.
FASB Statement No. 119 requires disclosures about derivative finan­
cial instruments futures, forward, swap, and option contracts, and 
other financial instruments with similar characteristics. It also amends 
existing requirements of FASB Statement No. 105, Disclosure o f Informa­
tion about Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations o f Credit Risk, to require disaggregation 
of information about financial instruments with off-balance-sheet risk 
of accounting loss by class, business activity, risk, or other category 
that is consistent with the entity's management of those instruments. 
The Statement also amends FASB Statement No. 107, Disclosures about 
Fair Value o f Financial Instruments to require that fair value information 
be presented without combining, aggregating, or netting the fair value 
of derivative financial instruments with the fair value of nonderivative 
financial instruments and be presented together with the related carry­
ing amounts in the body of the financial statements, a single footnote, 
or a summary table in a form that makes it clear whether the amounts 
represent assets or liabilities.
Auditors should consider whether the provisions of FASB Statement 
No. 119 apply to their high-technology clients and, if so, evaluate 
whether the client's financial statement disclosures are adequate and 
appropriate in view of the requirements set forth therein.
Restructurings
A  significant increase in the level of organizational restructuring un­
dertaken by high-technology enterprises is likely this year, based on 
factors such as—
• The Telecommunications Act, which is expected to generate an 
increased rate of mergers, acquisitions, and consolidations.
• The need for greater cost efficiencies and economies of scale to 
offset declining revenue growth.
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• Intense competitive pressures, which will force many entities to 
expand into new markets.
• The anticipated growth in the Internet market, for which many 
high-technology entities are preparing through the reallocation of 
assets along with significant capital expenditures.
Restructuring often accompanies these activities as redundant func­
tions are eliminated and existing areas streamlined. Restructuring 
charges typically include employee-related costs, costs associated with 
elimination and reduction of product lines, and costs related to the 
consolidation of operations. Restructuring charges also include asset 
write-downs and losses on disposal of assets. When high-technology 
entities implement restructuring programs, auditors should consider 
the impact of reductions in personnel on operations and on the entity's 
internal control, the appropriateness and completeness of recorded li­
abilities relating to current restructuring plans, and the appropriate 
period for reporting the costs associated with restructurings.
In considering restructuring liabilities and costs, auditors should be 
aware of EITF Issue No. 94-3, Liability Recognition for Certain Employee 
Termination Benefits and Other Costs to Exit an Activity (including Certain 
Costs Incurred in a Restructuring), for authoritative guidance on the ap­
propriate accounting for restructurings. EITF Issue No. 94-3 also pro­
vides guidance on the types of costs that should be accrued and the 
timing of recognition of restructuring charges. It also prescribes disclo­
sures that should be included in the financial statements.
EITF Issue No. 96-9, Classification o f Inventory Markdowns and Other 
Costs Associated with a Restructuring, raises the issue of whether inven­
tory markdowns associated with an exit plan or a restructuring activity 
should be classified in the income statement as a cost of goods sold or 
as an exit or a restructuring cost. The Task Force agreed to not address 
this Issue. However the position taken by the SEC is included in the 
EITF Abstracts.
For publicly held entities, the SEC's SAB No. 67 (Topic 5P), Income 
Statement Presentation o f Restructuring Charges, requires that restructur­
ing charges be reported as a component of income from continuing 
operations and, in a "two-step" income statement, should generally be 
classified as an operating expense.
Management's Discussion and Analysis Public Companies
SAS No. 8, Other Information in Documents Containing Audited Finan­
cial Statements (AICPA, Professional Standards, vol. 1, AU sec. 550), re­
quires that auditors read such information and consider whether the 
information, or the manner of its presentation, is materially inconsis­
tent with that appearing in the financial statements. As auditors of
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high-technology entities that are required to file reports with the SEC 
read the Management's Discussion and Analysis of Operations sec­
tions of SEC filings that contain audited financial statements, they 
might consider whether those discussions include items such as—
• The reasonably likely effects on future operating results of known 
trends, such as further declines of sales of mature products. The 
life cycles of products of high-technology entities are frequently 
short because of the pace of technological change.
• Discretionary operating expenses, such as those relating to R&D, 
that have materially affected the most recent period presented but 
are not expected to have an impact on future operations, or those 
matters that have not affected the most recent period presented 
but are expected to materially affect future periods.
Exhibit
Significant Provisions of Newly Issued SASs
Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 75, Engagements 
to Apply Agreed-Upon 
Procedures to Specified 
Elements, Accounts, or 
Items of a Financial 
Statement
SAS No. 35 Prohibits negative 
assurance.
Provides guidance 
concerning the conditions 
for performing 
agreed-upon procedures 
engagements; the nature, 
timing, and extent of the 
procedures; the 
responsibilities of 
practitioners and 
specified users; and 
reporting on
agreed-upon procedures.
SAS No. 76, Amendments 
to SAS No. 72, Letters for 
Underwriters and Certain 
Other Requesting Parties
SAS No. 72 Specifies the form of 
letter to be provided by 
the accountant in 
circumstances in which a 
comfort letter is 
requested but the 
requesting party has 
not provided a 
representation letter.
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Pronouncement
Pronouncements
Affected Key Provisions
SAS No. 77, Amendments 
to SAS No. 22, Planning 
and Supervision, No. 59, 
The Auditor's 
Consideration of an 
Entity's Ability to 
Continue as a Going 
Concern, and No. 62, 
Special Reports
SAS Nos. 22, 59, 
and 62
Clarifies that a written 
audit program should be 
prepared.
Precludes the use of 
conditional language in a 
going concern report.
SAS No. 78, Consideration 
of Internal Control in a 
Financial Statement Audit: 
An Amendment to SAS No. 
55
SAS No. 55 Recognizes the COSO 
definition of internal 
control.
SAS No. 79, Amendment to 
Statement on Auditing 
Standards No. 58, Reports 
on Audited Financial 
Statements
SAS No. 58 Eliminates the 
requirement to add an 
uncertainties paragraph to 
the auditor's report (does 
not affect SAS No. 59).
Information Sources
Further information on matters addressed in this Audit Risk Alert is 
available through various publications and services listed in the table 
at the end of this document. Many nongovernment and some govern­
ment publications and services involve a charge or membership re­
quirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
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*  *  *  *
This Audit Risk Alert supersedes High-Technology Industry Develop­
ments— 1995/96.
*  *  *  *
Practitioners should also be aware of the economic, industry, regula­
tory, and professional developments described in Audit Risk Alert— 
1996/97 and Compilation and Review Alert— 1996/97, which may be 
obtained by calling the AICPA Order Department at the number on the 
following page and asking for product no. 022194 (audit) or 060674 
(compilation and review).
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